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EARNING POWER AS A BASIS OF CORPORATE 
CAPITALIZATION 

This article is written with a definite purpose. Its object is 
to show that a certain widely accepted principle of corpora- 
tion finance — the principle that capitalization should be 
based on earning capacity rather than on actual cost — is not 
only unsound in theory but is also vicious in its practical ap- 
plication. None of the points to be adduced in support of this 
view are original with the author. At one time or another they 
have all been noted implicitly or explicitly by earlier writers. 
Yet they have never been presented with sufficient emphasis 
to carry conviction, if one may judge from the fact that the 
"earning power basis" not only persists among recent text- 
book writers, but is accepted by them uncritically, without 
even an attempt to meet the arguments that can be urged 
against it. 

Before considering the earning power basis, let us first note 
its alternatives. Two other possible bases are usually men- 
tioned by writers: actual cost of assets, and replacement cost. 
To illustrate the three different possibilities, let us assume 
the case of a corporation whose property, save for a negligible 
amount of current assets, consists entirely of buildings and 
grounds that were purchased in 1910 at a cost of one million 
dollars. At the present time, in view of higher prices and 
appreciation in land values, the cost of replacing that prop- 
erty would be two million dollars. But the company is very 
prosperous and gives assurance of earning an average net 
income of $200,000 per year. Capitalizing this income at a 
nominal rate of interest, say 5 per cent, one arrives at four 
million dollars as the present value of the enterprise as a going 
concern. In a case like this, it makes a deal of difference 
which of the above three bases is to be accepted as the test of 
the proper amount of security issues. On the basis of actual 
cost, the limit is one million dollars; on the basis of replace- 
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ment cost, it is two million dollars; while on the basis of earn- 
ing power, a capitalization of four millions is permissible. 

Of course the relationship assumed in the above figures is 
only hypothetical. Often capitalized earning power would be 
less than actual cost or replacement cost. A capitalization 
based on an estimate of earnings is not necessarily a high 
capitalization; that is, it is not necessarily high in theory, 
altho it is almost invariably high in practise, owing to the 
extremely liberal estimates of earning power made by finan- 
ciers. 

With this introduction, let us consider the reasons that are 
presented in defense of the earning power basis of capitaliza- 
tion. All supporters of this basis use the same general line of 
defense, but no one has stated the case more clearly and un- 
compromisingly than has Lough in his volume on Business 
Finance. 1 We shall, therefore, find it convenient to analyze 
Lough's argument, as fairly representing the position of those 
who accept the earning power standard. 

Lough begins his discussion by stating that "The question: 
'What is the right basis of capitalization?' is almost identical 
with the question: 'What is the best measure of wealth?' " 
In other words, a company is properly capitalized when the 
par value of its outstanding securities corresponds roughly to 
the actual value of the assets that these securities represent. 
If we accept this position, our problem is then simple: it is to 
find the best measure of the value of the assets. Is this best 
measure original cost? Certainly not; for if a corporation can 
earn little or nothing for its security holders, what matters it 
that its physical property may have cost many millions of 
dollars? Aside from bare scrap value, assets are worth only 
what they will earn, and not what they may have cost. But if 
we rule out original cost, how about cost of replacement? 
Even this basis, according to Lough, would not be satisfac- 
tory: for it does not correctly measure value. While it may 
fairly indicate the value of the tangible assets, it does not take 
account of intangible values. "To every piece of property 
there attaches a certain intangible value. A man running a 

1 William H. Lough, Business Finance (New York, 1917), chap. viii. 
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successful retail shop would not be willing to part with it, 
ordinarily, in exchange for another shop which was just as 
well fitted up and carried the same stock but which had been 
unsuccessful. ... It is possible — at least theoretically — 
to reproduce physical assets, but it is impossible to reproduce 
goodwill, organization, prestige, and the like. Hence, the 
attempt to measure wealth by figuring the cost of reproducing 
properties breaks down as soon as we begin to measure the 
value of intangible assets." 

Following the above line of reasoning, Lough is led to con- 
clude that the correct measure of value is earning power. "If 
we take into account not merely current earnings but also 
potential earnings, then we have here a measure of wealth 
which must be a true and satisfactory measure. After all, in 
buying property for business reasons, what do we buy? Not 
merely so much real estate or so many articles. We are buy- 
ing income." 

Lough concludes : " If the answer that earning power is the 
best measure of wealth is granted, and if the proposition that 
'capitalization' of an enterprise is an approximate estimate of 
its wealth is accepted, then it would seem to follow that the 
correct basis of 'capitalization' is earning power. This an- 
swer, however simple and sound it may appear to us, is not a 
principle of the law governing corporations, which, on the 
contrary, assumes that investment is the only correct basis of 
capitalization," 

The argument as stated by Lough is delightfully clear and 
simple, and its logic seems impregnable if we accept its two 
premises — (a) that capitalization should correspond to the 
actual value of the assets, and (6) that this value is measured 
by the earning capacity of the enterprise. But can we accept 
the premises? Let us consider first the second — that value is 
measured by earning power. 

This, in the approximate sense in which it is meant, is 
doubtless correct. The fact that other factors than present or 
expected earnings are of influence in determining value merely 
qualifies without destroying the truth of the statement. But 
one should take careful note that if earning power is to be 
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accepted as a measure of value, this earning power must be 
estimated and capitalized at whatever figure is determined by 
the market. For value, in the economic sense, is simply mar- 
ket value. It is the valuation which the investing public 
places upon a particular property. In making such a valua- 
tion, the public will have its own ideas of future earning power 
and will capitalize those expected earnings at a rate of interest 
depending, among other things, on the element of risk in- 
volved. In short, if one is really serious in asserting that 
capitalization should represent value, one must accept the 
conclusion that the total par value of outstanding securities 
should not exceed their market value. Of course, merely to 
state this condition is to indicate that the advocates of the 
earning capacity basis do not really want to base capitaliza- 
tion on value. In practise, they would estimate future earn- 
ings at a very liberal figure, and then they would capitalize 
this figure, not at the market rate of interest — which would 
be high, owing to the great risk in a new enterprise — but 
rather at some conventional rate such as 5 or 6 per cent. 
The resulting capitalization, of course, does not represent 
value at all. At best it represents what the promoters hope 
that the value may sometime be. More likely, it is a pure 
fiction. 

But let us overlook this discrepancy between the theory 
that capitalization should represent value, and the practise of 
issuing securities in excess of the real value. What about the 
theory itself — the principle that capitalization should repre- 
sent the value of the assets? This assumption is stated by 
Lough and others without any attempt at justification. Ap- 
parently it seems to them self-evident, not even requiring to 
be proved to the uninitiated reader. But as a matter of fact, 
is it really so obvious and necessary an assumption? Is it not 
based rather on a disregard for some of the most fundamental 
principles of accounting? The fallacy in the assumption — at 
least what seems to the present writer to be a fallacy — lies in 
the failure to bear in mind that capitalization is not an asset at 
all, and is not even a measure of total assets. It is rather the 
sum of the fixed liabilities (the outstanding funded debts) and 
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a certain part of the proprietorship — capital stock. These 
two accounts are found on the right side of the balance sheet, 
and they seldom alone equal the value of the assets as noted 
on the left-hand side. The difference between assets and 
capitalization is registered in the various surplus and deficit 
accounts. To assume that capitalization is a measure of the 
value of the property is to overlook the fact that capital stock 
does not alone represent the total proprietorship and hence 
does not indicate the total net assets. What it does represent 
is "capital" as distinct from surplus, the capital being the 
amount that must be retained in the business and the surplus 
being the amount that may be drawn upon for dividends. 
Capital stock may thus be compared to a low-water point on 
a boiler; it no more represents the value of the assets than 
does the low-water point measure the actual amount of 
water in the boiler. It simply fixes a limit below which assets 
must not be distributed in dividends, a point fixed by law at 
the amount of capital actually contributed by the share- 
holders. 

If those who insist that capitalization is a measure of value 
were really prepared to accept the logic of their position, they 
would be forced to hold that any material change in the value 
of the property should be accompanied by a corresponding 
change in nominal capitalization. Of course, such a position 
is untenable. Value, whether measured directly by stock and 
bond quotations or indirectly by earnings, is constantly 
changing with the ups and downs of the business. This year 
it is low; next year it may be high; the following year it may 
again be low. To change the par values of outstanding securi- 
ties so as to make them correspond to the shifting property 
value would be quite out of the question from a practical 
standpoint, even if it were desirable in theory — which it is 
not. Defenders of the earning power basis recognize this 
difficulty and therefore do not attempt to carry their theory 
to its logical conclusion. Instead, they propose simply that, at 
the outset, an estimate of value based on earning power 
should be made, and that this estimate should determine 
once for all — or at least for a long time — the capitalization. 
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But this concession is fatal. For it destroys the entire force 
of the argument that the value of the property, as something 
distinct from the cost, should be taken as the basis of capitali- 
zation. It is only after a lapse of time that a discrepancy 
ordinarily arises between the value of assets and their costs. 
At the outset, sound accounting would not sanction a valua- 
tion at a higher figure than the actual costs. Only after the 
business has developed a goodwill or a surplus from rein- 
vested earnings can there be adequate ground for holding 
that the value of the property exceeds the price tha't has been 
paid for it. Hence, the notion that value as distinct from 
original cost should be the basis of capitalization collapses 
when it is admitted that capitalization cannot be shifted to 
correspond to a fluctuating value. Critics of original cost as 
the basis of capitalization have objected to it on the ground 
that it soon becomes out of date — that it represents a mere 
historical fact instead of a present condition. In this respect, 
however, the earning power basis has no better claim to favor 
than does its rival, original cost. Indeed, the claim of the 
former is not so good, for whereas original cost is a historical 
fact of real significance, an out-of-date estimate of earning 
power is of little or no consequence. 

It would be interesting, and perhaps illuminating, to dis- 
cover how this fallacious notion that capitalization should 
represent the value of the assets has been accepted so uncriti- 
cally by writers on corporation finance. One may conjecture 
that a partial explanation lies in a confusion between partner- 
ship accounts and corporation accounts. In a partnership, no 
distinction is made between the capital contributed directly 
by the partners and the surplus from reinvested earnings. 
Both amounts are covered in one general account on the lia- 
bilities side of the balance sheet — "proprietorship." This 
proprietorship, since it represents original capital plus surplus 
or minus deficit, is therefore an actual measure of the net 
assets; that is, it represents the difference between the value 
of the assets and the amount of the debt. But with corporate 
accounts it is different. Here there is no single proprietorship 
account. A distinction is made between capital contributed 
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by shareholders and surplus from reinvested earnings. It is 
only by adding surplus to capital, or by deducting deficit 
from capital, that one arrives at the net value of the corporate 
assets. If corporate earnings increase, if the value of the 
assets rises, this fact may be shown, not by a credit to capital 
stock, but rather by a credit to surplus. If assets decline in 
value, the fall is registered, in the absence of a reorganization, 
not by a reduction in capitalization but by a reduction of 
surplus. 

To many practical men of affairs the foregoing objections 
to the earning power basis would seem hopelessly theoretical. 
Admitting all that has been said about the failure of this basis 
to square with strict accounting theory, they would hold that 
as a practical business matter, earning power is the only sen- 
sible measure of proper capitalization. For is it not earnings, 
present and prospective, that determine the value to investors 
of their securities? To this question the reply is that earnings 
certainly do largely determine the value of the shares, but 
that it does not follow that such a value should be registered 
in the nominal capitalization, in the par value of the securities. 
For what proper object is there in making par values repre- 
sent market values, or earning power? These two items can 
be seen simply by noting the market quotations on the stock 
and the reported annual earnings of the company. It would 
be useless to attempt to register this market value, or to capi- 
talize these earnings, in the form of a stated par value of the 
shares. And in any event the attempt is sure to be a vain one, 
for par values are relatively fixed, while market values and 
earning capacity are constantly fluctuating. 

But if the earning power basis of capitalization is both un- 
sound in theory and impracticable in application, why is it so 
generally supported by American financiers? The answer is 
fairly clear: it is that the earning power basis of capitalization 
gives promoters the opportunity to set the nominal capital at 
whatever figure they think will give the securities their highest 
market value. One of the strange but well recognized phe- 
nomena of the financial market is that an enterprise capital- 
ized at a liberal figure is very apt to seem more valuable to the 
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investing public than would that very same enterprise if capi- 
talized at a lower amount. The "magic of par value" often 
has a decided influence. American promoters are past masters 
in the art of taking advantage of this preference for a large 
nominal amount of stocks and bonds. And in this game their 
best ally is the highly sanctioned theory that capitalization 
should properly be determined by earning power. For by esti- 
mating future earnings at an extravagant figure and then by 
capitalizing these earnings at a very low rate, the promoters 
are able to justify an issue of securities far in excess of the 
actual cost of the property. 

Of course it may be argued by supporters of the earning 
power basis that this inflation of capitalization beyond the 
reasonable value of the property condemns merely the abuse, 
but not the proper use, of the principle. As a practical matter, 
however, this defense carries little weight. It is idle to expect 
that promoters and bankers who are personally interested in 
putting a high valuation on their properties will make a con- 
servative and impartial estimate of the earning power of their 
enterprise. Even when they are honest — and honesty is a 
relative term — they are almost sure to be overoptimistic; 
that is their nature. The fact is that earning power (i. e., pro- 
spective earning power) is largely a matter of conjecture. 
There can be no adequate objective tests. And to expect a 
conservative capitalization to be set up in the absence of 
objective tests is simply Utopian. 

As to those financiers who make no effort to find a theoreti- 
cal defense of their methods of determining capitalization, but 
who more or less frankly issue whatever amounts of stock will 
give their holdings the best market, nothing need be said in 
this place. All that is here insisted upon is that such practise 
should not be allowed to seek shelter — as it has done in the 
past — under a "theory" of capitalization that is said to have 
the support of "sound economics." 1 Is it unfair to suggest 

1 The most recent and most carefully written treatise on corporation finance — that 
by Dewing — recognizes frankly the fictitious nature of nominal capitalization as it is 
usually determined. "The common stock," it states, " may be issued to any amount 
that suits the convenience of the promoters; probably the amount should be large so 
that a considerable number of shares can be distributed to bankers, investors, lawyers, 
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that those writers on corporation finance who have afforded 
such a shelter should hold themselves at least in some slight 
measure responsible for the notorious prevalence of inflation 
in American corporation finance? l 

So much space has been devoted to a criticism of the earn- 
ing power basis of capitalization that there is no opportunity 
here to discuss at length the other possible bases. The 
writer's position will be inferred from the very objections that 
he has urged against the earning power principle. Briefly it is 
this: since capitalization is a measure of liabilities rather than 
of assets, it should equal the principal of the funded debt plus 
the amount of capital actually subscribed for by shareholders. 
This is the orthodox theory. Its merit is the simple one of 
truthfulness, for it requires that the par value of a share 
shall mean just what it purports at law to mean — namely, 
the actual contribution made by the shareholder. 

Doubtless it is often impossible for a corporation to mar- 
ket its shares at par. Until recently, corporations under 
such circumstances were probably justified in issuing "full 
paid" shares at a discount. But this excuse is no longer gen- 
erally valid. For it is now possible, under the laws of many 
states, to issue shares of stock without par value and thus to 
avoid the necessity of marketing shares at a discount. The 
very fact that such a practicable alternative now exists should 
make governmental authorities and courts far more rigid than 
they have been in enforcing the liability of stockholders to 
make full payment for their subscriptions as represented by 
the par value of their shares. 

James C. Bonbright. 
Columbia University. 

and the like, and the promoters still retain a controlling majority." Financial Policy of 
Corporations (1920), vol. ii, p. 60. While many will not be able to accept the principle 
that capitalization should be a mere fiction, they will admit that it is far better frankly 
to recognize its fictitious character than to maintain the pretense of a reality that does 
not exist. 

1 The reader may recall the defense by George Kennan of one of the most ill-advised 
and harmful cases of stock watering, the Chicago <fc Alton recapitalization of 1899-1900. 
Mr. Kennan bases his case in large measure on an attempt to prove that the proper test 
of capitalization is not actual cost but earning power. In support of this position he cites 
the opinion of eminent authorities in the field of finance. Kennan, The Chicago & Alton 
Case: A Misunderstood Transaction (1916), pp. 28-34. 



